2l
i

H

il

4.,

(|

|n|lm
|

|

)
J

©

Friday
December 27, 1991

Part Il

Federal Election
Commission

11 CFR Parts 100 and 104

Loans From Lending Institutions to
Candidates and Political Committees;
Transmittal to Congress; Final Ruie ,




67118

Federal Register / Vol. 56, No. 249 / Friday, December 27, 1991 / Rules and Regulations

FEDERAL ELECTION COMMISSION

11 CFR Parts 100 and 104
[Notice 1991-24]

Loans From Lending Institutions to
Candidates and Political Committees

AGENCY: Federal Election Commission.

ACTION: Final rule; transmittal of
regulations to Congress.

SUMMARY: The Commission has revised
its regulations at 11 CFR 100.7(b)(11),
100.8(b)(12), and 104.3(d), concerning
loans from lending institutions of
candidates and political committees.
These regulations implement 2 U.S.C.
431(8)(B)(vii), a provision of the Federal
Election Campaign Act of 1971, as
amended (“the Act” or “FECA"), 2
U.S.C. 431 et seq. In particular, they
provide guidance on when a loan is
“made on a basis which assures
repayment,” as required at 2 U.S.C.
431(8)(B)(vii)(Il). They also clarify that
lines of credit are subject to the same
requirements as other bank loans;
emphasize restructuring, rather than
settlement, of bank loans; and specify
new information that is to be reported to
the Commission concerning bank loans.
Further information is provided in the
supplementary information which
follows.

DATES: Further action, including the
announcement of an effective date, will
be taken after these regulations have
been before Congress for 30 legislative
days pursuant to 2 U.S.C. 438(d).

FOR FURTHER INFORMATION CONTACT:
Ms. Susan E. Propper, Assistant General
Counsel, 999 E Street, NW., Washington,
DC 20463, (202) 219-3690 or (800) 424—
9530.

SUPPLEMENTARY INFORMATION: The
Commission is publishing today the final
text of revisions to its regulations at 11
CFR parts 100 and 104. These
regulations concern loans from lending
institutions to candidates and political
committees.

Under 2 U.S.C. 431(8)(B)(vii), a bank
loan “made in accordance with
applicable law and in the ordinary
course of business” is not considered a
contribution under the Federal Election
Campaign Act ("FECA" or “the Act"), if
certain conditions are met. One of these
conditions is that the loan be “made on
a basis which assures repayment.” 2
U.S.C. 431(8)(B)(vii)(1I).

On August 5, 1986, the Commission
published a notice of proposed
rulemaking on Public Financing, in
connection with the 1988 presidential
election cycle. 51 FR 28154. In that
notice, the Commission raised its

concerns about loans from lending
institutions and sought comment on
several alternative applications of this
statutory phrase in the context of
publicly funded campaigns, as well as
loans made to congressional candidates
and other political committees. The
Commission received fifteen comments
that responded to the loan aspect of this
notice. In addition, the Commission’s
public financing regulations hearing of
December 3, 1986, addressed some
aspects of the bank loan question.

On January 22, 1987, the Commission
published an announcement of a hearing
and the extension of the comment
period, in a notice that focused solely on
the bank loan issue. 52 FR 2416. This
notice analyzed the comments received
to date; announced a hearing date; and
sought further comment on the
alternatives presented in the August
1986 notice, as well as on other
alternatives. Although the Commission
received two additional comments in
response to the second notice, it did not
receive any requests to testify and
therefore canceled the public hearing.

Both the 1986 and the 1987 notices
contained narrative proposals dealing
with various aspects of the bank loan
question, but did net contain specific
regulatory langunage. On July 27, 1989,
the Commission published a notice of
proposed rulemaking which contained
the text of a proposed regulation, and
also included draft forms designed to
obtain more information about the
circumstances under which loans were
made. 54 FR 31286. This notice's primary
focus was on clarifying when loans are
“made on a basis which assures
repayment,” but related topics were also
presented. The Commission received
eleven comments in response to this
notice,

Throughout the course of this
rulemaking, the Commission has had
numerous, ongoing contacts with the
banking regulatory agencies, in addition
to receiving comments from banking
trade associations and lending
institutions themselves, regarding the
drafting of these regulations. Each of
these sources provided valuable
information which serves as the basis
for the revised rules published today.

Section 438(d) of title 2, United States
Code, requires that any rules or
regulations prescribed by the
Commission to carry out the provisions
of title 2 of the United States Code be
transmitted to the Speaker of the House
of Representatives and the President of
the Senate 30 legislative days before
they are finally promulgated. These
regulations were transmitted to
Congress on December 20, 1991.

Explanation and Justification

The notice of proposed rulemaking
requested comments on a number of
suggestions on how to best implement
the statutory requirement that bank
loans be "made on a basis which
assures repayment.” In addition to
responses on the specific questions
raised by the notice, commenters raised
the following general concerns.

Several noted that there is no
definitive standard in the banking
industry for the term, “assurance of
repayment,” and argued that the
Commission should not attempt to draft
one. However, the Act expressly
requires that loans, to avoid being
construed as campaign contributions, be
“made on a basis which assures
repayment.” Even though there is no
clear definition for the phrase in the
banking industry, the Commission is
responsible for implementing the
statutory requirement that includes this
phrase. The Commission's regulatory
approach should not be limited by
banking rules that were developed for
other purposes.

Some comments also argued that
“assurance of repayment" depends on
each lending institution's case-by-case
analysis of the circumstances of each
loan, and suggested that all loans made
“in the ordinary course of business" be
found to comply with the “assurance of
repayment” requirement. However, the
statutory requirement that these loans
be made “in the ordinary course of
business" was enacted in 1971, while
the phrase “made on a basis which
assures repayment’ was added in 1979.
Under ordinary rules of statutory
construction, it is presumed that
Congress, by amending its original
enactment, intended to make a
substantive change in the law. Thus, as
of the effective date of the 1979
amendment, the fact that a loan is made
*“in the ordinary course of business" is
no longer in and of itself sufficient to
guarantee that the loan does not
constitute an illegal campaign
contribution: In addition, it must meet
the further qualifications, including the
“assurance of repayment” requirement,
now included at 2 U.S.C. 431(8)(B)(vii).

Commenters responding to the earlier
notices noted that, while lending
institutions cannot always predict when
debtors' circumstances may change so
as to make repayment of loan
problematic, their ultimate focus is on
whether the loan is repaid. In contrast,
the concern of the FECA focuses not
only on repayment but also on the initial
making of the loan—whether, at the time
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it was made, it was made on a basis
which assured repayment.

Several banking associations
expressed the view that only a lending
institution, not the Commission, is
qualified to determine what constitutes
assurance of repayment. Some
regulatory agencies similarly stated that
lending institutions should not be made
answerable to the Commissicn, but only
to those entities specifically charged
with overseeing banking activities. One
questioned the appropriateness of the
Commission's imposing affirmative
compliance burdens on persons or
entities other than candidates or
political committees.

The Act, however, contemplates that
lending institutions, when making loans
to candidates and political committees,
be subject to Commission oversight of
the bank loan provisions, since failure to
make a loan under conditions which
assure repayment could result in a
prohibited contribution. In fact, the Act
imposes numerous obligations on
persons and entities other than
candidates and political committees in a
number of other contexts. For these
reasons, the Commission feels that the
Act imposes on banks some portion of
the requirement that bank loans be
made on a basis which assures
repayment.

The revised rules specify two sources
of repayment that the Commission will
consider to have met the “assurance of
repayment" standard: Traditional
collateral, with a perfected security
interest in that collateral; and other
sources of repayment, including
anticipated future income (e.g., the
anticipated receipt of public financing
funds, fundraising, and interest income).
Loans which do not meet these criteria
will be considered on a case-by-case
basis, based on the totality of their
circumstances.

The notice solicited comments on how
the rules should address lines of credit,
given the concern that political
candidates could draw on a line of
credit after dissipating the collateral
that originally supported it. The
comments were unanimous in stating
that lines of credit could be regulated in
the same way as bank loans. The
revised rules follow this approach: Lines
of credit are considered bank loans, to
be treated in the same manner as other
loans from lending institutions.

The revised rules also follow
Commission precedent by focusing on
restructuring, rather than settlement, of
bank loans. Each restructuring of a loan
is considered a new loan for FECA
purposes.

A number of other issues that were
raised for comment in the notice of

proposed rulemaking did not result in
new regulations.

The notice sought comments on
whether the Commission should
analogize political loans to “insider
loans," i.e., loans that a bank makes to
its officers and board of directors. The
intent of these insider loan provisions is
to prevent favoritism in loans to
“insiders,” while the intent of an
analogous Commission provision would
be to guard against preferential
treatment for political loans, and to
subject political loans to a high level of
scrutiny.

However, the fact that a lending
institution complies with standard
lending policies and procedures,
including use of “insider” procedures,
does not necessarily mean that the loan
is “made on a basis which assures
repayment.' Moreover, this approach
would not give lending institutions,
candidates and political committees any
guidelines on what is "‘assurance of
repayment.” The rules thus do not take
this approach.

The notice also requested comments
on whether the rules should include any
limit on the amount of loans that a
candidate or political committee could
have outstanding at any given time. Four
commenters opposed setting any such
limits, since borrowing capacity may
vary substantially between candidates.
Several argued that the Commission
does not have the statutory authority to
impose such limits.

No commenters responded in favor of
this proposal. The rules do not include
any limitation on the amount of loans a
candidate or committee can have
outstanding.

The notice invited comments on
whether the regulations should require
the borrower to set aside a certain
percentage of pledged future funds when
the borrower receives the funds. This
requirement is unnecessary because of
the final rules' requirement that a
separate depository account be
established, under certain
circumstances. Also, establishing a
mandatory set aside percentage would
unnecessarily infringe on the ability of
the bank and the borrower to structure
each loan to reflect the particular
circumstances of that loan.

The notice asked whether the
Commission should require reporting of
bank loans that are made close to a
federal election. The FECA currently
requires reporting of contributions of
$1000 or more if they occur less than 20
days but more than 48 hours before an
election. 2 U.S.C. 434(a)(8)(A); 11 CFR
104.5(f).

The Act clearly states at 2 U.S.C.
434(a)(6)(A) that any contribution

received close to an election shall be
reported within 48 hours. This
requirement encompasses all loans
except bank loans, since a bank loan
which meets the statutory requirements
is not a contribution. However, the
proceeds of a bank loan obtained by a
candidate, as well as any guarantees or
endorsements of a bank loan, are
subject to the 48 hour reporting
requirement. The Commission sees no
reason to add any additional
requirements at this time.

Finally, the notice asked whether the
rules should require loans made to
political committees and candidates to
include a due date for the loan that is at
or near the election for which the loan is
obtained. This approach would reflect a
common banking practice, in which the
timing of repayment is tied to the event
for which the funds are used. For
example, agricultural loans frequently
fall due shortly after harvest.

All comments which addressed this
issue responded negatively to this
suggestion. These commenters said that
due dates should be flexible, open to
negotiation between lenders and
borrowers. Also, while it may be
difficult for a candidate to raise money
after an unsuccessful campaign, it is
also true that the kinds of collateral
used by candidates and political
committees are not necessarily received
at the time of the election. The rules thus
do not require loans to be subject to a |
due date at or near an election.

Part 100—Scope and Definitions
Section 100.7 Contribution

The rule specifies at paragraph
(b}(11)(i) two general sources of
repayment that the Commigsion will, by
definition, find to have met the
“assurance of repayment" standard:

Traditional collateral, or a pledge of !
future receipts deposited in a separate
account. A combination of these two
methods is also acceptable.

The proposed rules would have
required either traditicnal collateral or a :
pledge of future receipts deposited in a 1
separate account to demonstrate that a
loan is “made on a basis which assures
repayment.” This was presented as an
either/or situation, so that a lending ‘
institution that wanted to make a loan i
backed in part by traditional collateral \
and in part by a pledge of future receipts ‘
might have felt obliged to make two l
separate loans to accomplish this
purpose. Paragraph (b)(11)(i) has
therefore been revised to specifically
state that a loan may be obtained under
either authorized method, or by using
any combination of the two methods.
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The Commission believes that this
approach will give candidates and
committees the greatest possible
flexibility in obtaining bank loans, while
still assuring that they are made on a
basis which assures repayment

Paragraph (b)(I)(i)(A) sets forth the
requirements for loans obtained on the
basis of traditional types of collateral
and possible secondary sources of
repayment It includes at paragraph
()N () (A)(I) a non-exhaustive list of
collateral sources. This list is similar to,
although not as specific as, the list of
acceptable collateral in the Federal
Reserve Act’s section on an insured
institution’s dealings with an affiliate,
found at 12 U.S.C. 371c(c)(l). In the
Commission’s view, the description of
traditional collateral set forth in this
paragraph is sufficiently precise to
provide adequate guidelines without
running the risk of inadvertently
excluding some acceptable sources due
to over-specificity. However, the
Commission notes that the cited section
of the Federal Reserve Act may also be
consulted for guidance regarding
specific collateral that would satisfy this
rule.

Paragraph (b)(I(i)(A)(7) also
includes a requirement that, if a
financial institution relies on traditional
collateral, the institution must perfect a
security interest in that collateral. The
banking regulatory agencies supported
this requirement, because it protects
lenders.

Moreover, the rule states that, if a
security interest is not senior enough to
cover the amount of the loan and any
senior liens in existence on the date of
the loan, the candidate or political
committee must pledge additional
collateral for this purpose. It also
requires that sufficient collateral be
maintained at all times to cover the full
amount of the loan.

The Federal Deposit Insurance
Corporation noted that secured loans
are normally made on the fair market
value of the security plus a margin of
safety, so that there is some allowance
for liquidation costs and interest. That
agency said that it would regard a
secured loan as not made on a basis
which assures repayment if there was
no safety allowance for costs associated
with liquidation. The Comptroller of the
Currency noted that the Commission
could require lending institutions to
have a security interest sufficiently
senior to cover the loan amount, and
require that the sufficiency be
maintained when there is a decrease in
value of the collateral securing the loan.

The Commission has not added
specific language regarding a margin of
safety, but believes this can be a

relevant consideration in certain cases.
For example, if a bank normally requires
sufficient collateral to cover a margin of
safety, but fails to do so in making a
loan to a candidate or political
committee, this may be seen as an
indication that the loan was not made in
the ordinary course of business.

Two commenters suggested that the
Commission amend the proposed
language to include a “good faith”
standard which would cover those times
when a security interest is not perfected
because of a filing error. However, there
is no codification of a “good faith”
standard in the Federal Reserve Act or
its regulations with regard to perfecting
a security interest. Rather, if a security
interest is not perfected because of a
filing error, the Board takes that factor
into consideration should any action
subsequently be required. The
Commission intends to take a similar
approach in dealing with situations
where a security interest is not
perfected due to a filing error.

Paragraph (b)(I)(i)(B) permits loans
to be made on the basis of a committee’s
anticipated future receipts, including but
not limited to public financing
payments, contributions, or interest
income, if certain requirements are met.
These requirements include that (1) the
loan be evidenced by a written
agreement; (2) the loan amount not
exceed the amount of pledged funds; (3)
the loan be made in an amount no
higher than a reasonable expectation of
the receipt of future funds, based on
documentation provided by the
candidate or political committee to the
lending institution; (4) the borrower
establish a separate account; (5) the
borrower deposit the pledged funds in
this separate account, to be used to
retire the debt in accordance with the
loan agreement; and (6] if the borrower
pledges public financing payments, the
borrower authorize the Secretary of the
Treasury to directly deposit such
payments into the separate account.

Various commenters stated
throughout this rulemaking that the
Commission’s regulatory scheme should
be flexible enough to better
accommodate borrowers, while not
imposing unnecessary constraints on the
regular business of lending institutions.
Paragraph (b)(I1)(i)(B) allows this
flexibility by providing that loans not
based on traditional collateral may still
be considered' “made on a basis which
assures repayment.” The requirements
set forth in this paragraph act as
safeguards, since these loans are
generally regarded by the banking
agencies as “unsecured.”

The FDIC indicated that, to the extent
a loan is not backed by traditional
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security, banks rely primarily on the
borrower’s income, and that of any
cosigners or guarantors to the loan, as
security for the loan. Similarly, the
Office of Thrift Supervision stated that,
while it had no problem with the idea of
using future receipts, it felt that the loan
determinations should be based on the
sound credit background of the
borrower and adéquate safeguards as
evaluated by the lending institution.
These approaches, however, could result
in impermissible contributions and
expenditures. For example, if the lender
considers the income of a presidential
candidate who receives public financing
payments as the only source of
repayment for a $100,000 loan, the
candidate will have exceeded the
$50,000 limitation on expenditures from
personal funds. 26 U.S.C. 9004(d), 9035.
Similarly, if the lender considers the
guarantee of one other person for a
$100,000 loan, that person will have
made an excessive contribution. 2 U.S.C.
441a(a)(l)(A).

The recommendation to allow loans
that are based on future receipts derives
from prior Commission actions. In
enforcement matters and advisory
opinions involving future receipts, the
Commission has looked to whether
adequate safeguards exist, such as a
separate depository account or an
assignment of funds. If these safeguards
exist, the Commission has determined
that the loan was made on a basis
which assures repayment. See, e.g.,
Matter Under Review (“MUR”) 1195 and
Advisory Opinion 1980-108, for
examples of safeguards the Commission
has found sufficient to assure repayment
of bank loans under particular
circumstances.

Paragraph (b){II)(i)(B) is consistent
with these actions. Even though loans
based on future receipts may be
technically “unsecured,” the
Commission believes that the
safeguards included in the rule are
sufficient to ensure that such loans are
made on a basis which assures
repayment, in compliance with the
statutory requirement.

Paragraph (b)(I1)(i)(B)(2), as set forth
in the notice, stated that loans were to
be "based on a reasonable expectation
of the receipt of pledged funds.” This
paragraph has been revised to clarify
that it is the responsibility of the
candidate or political committee to
furnish the lending institution with
documentation, such as cash flow charts
or other financial plans, that reasonably
establish that such future funds will be
available.

The Commission notes that this factor
alone is not enough to satisfy the



